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MVEMORANDUM OPI NI ON

LARO, Judge: |In docket No. 1892-03, Estate of O aude C.
Focardi, Deceased (decedent), Nina M Focardi, Personal
Representative, petitioned the Court to redeterm ne respondent’s

det erm nati on of deficiencies of $903, 784 and $3, 123 in the
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estate’s Federal gift tax for 1996 and 1997, respectively. 1In
docket No. 3130-03, Nina M Focardi (Focardi) petitioned the
Court to redeterm ne respondent’s determ nation of deficiencies
of $824,019 and $3,123 in Focardi’'s Federal gift tax for 1996 and
1997, respectively. The cases resulting fromthese petitions
were consolidated for purposes of trial, briefing, and opinion.
Followi ng the parties’ stipulation of the applicable val ue
of the stock discussed herein! and the subm ssion of these cases
under Rule 122, we now deci de whet her the respective revocabl e
spousal interests contained in four grantor retained annuity
trusts (GRATs) are qualified interests under section 2702(b).?2
We hold they are not. W also decide whether the GRATs created
annuities that are valued on the basis of their stated term of
years (as opposed to annuities that are val ued on the basis of
the actuarial life of the particular grantor) in that the

docunents establishing the GRATs state that the spousal interests

! The parties’ stipulation as to the applicable value of the
rel evant stock resulted fromtheir subm ssion of that issue to
binding arbitration. The arbitrator concluded that the
appl i cabl e val ue of each share of that stock was $4. 46

2 Unl ess otherw se indicated, section references are to the
applicable versions of the Internal Revenue Code, Rule references
are to the Tax Court Rules of Practice and Procedure, and
references to the regul ati ons under sec. 2702 are to those
regul ati ons before anmendnent by T.D. 9181, 70 Fed. Reg. 9222
(Feb. 25, 2005). The anmendnents to those regul ati ons are not
applicable here in that they apply to trusts created on or after
July 26, 2004 (the date the anendnents were published in proposed
formin the Federal Register). See sec. 25.2702-7, Gft Tax
Regs., as anended by T.D. 9181, supra.
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are to be disregarded if they are not qualified interests, and
such di sregard nmakes each annuity one for its set termof years.
We hold that the GRATs do not create annuities for their stated
term of years.

Backgr ound

1. Preface

Al facts were set forth in stipulations or contained in the
exhibits submtted theremmth. W find the facts accordingly.
Focardi is decedent’s surviving spouse and the personal
representative of his estate. Wen the petition was filed in
docket no. 3130-03, Nina M Focardi resided in St. Petersburg,
Florida. Wen the petition was filed in docket No. 1892-03, the
“l egal address” of decedent’'s estate was in St. Petersburg,
Fl ori da.

2. Docket No. 1892-03

On Cctober 25, 1996, decedent transferred 817,500 shares of
stock of Great Bay Distributors, Inc. (Geat Bay), into a trust
(decedent 2-year GRAT) naned “Cl aude C. Focardi Two Year G antor
Ret ai ned Annuity Trust”. On the sane day, decedent transferred
817,500 shares of Geat Bay stock into a trust (decedent 4-year
GRAT) naned “C aude C. Focardi Four Year G antor Retained Annuity
Trust”. The terns of the instrunents establishing the decedent
2-year GRAT and the decedent 4-year GRAT (collectively, decedent

GRATs) were identical in all material regards except for the
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annuity termand the percentage used to cal cul ate the anmount of
the first annuity paynent.

On April 14, 1997 and 1998, decedent filed a Form 709,
United States G ft (and Generation-Ski pping Transfer) Tax Return,
for 1996 and 1997, respectively, reporting that his Cctober 25,
1996, transfer was a gift for Federal gift tax purposes. On the
1996 return, decedent cal culated the value of that gift by
reduci ng the value of his transferred shares by the actuarially
determ ned value of a 2-life annuity under section 7520; i.e.,
the present value of the annuity payable until the earlier of (1)
the end of the applicable 2- or 4-year termor (2) the deaths of
bot h decedent and Focardi. On the 1997 return, decedent reported
gifts for prior periods inclusive of the taxable gifts reported
on his Form 709 for 1996.

Respondent determ ned that decedent’s gift tax for 1996 nust
be cal cul ated by reducing the value of decedent’s transferred
shares by the value of a single-life annuity; i.e., the present
val ue of the annuity payable until the earlier of (1) the end of
the applicable 2- or 4-year period or (2) the death of decedent.
Respondent al so determned a gift tax deficiency for 1997 due to
the increase in prior year gifts as a result of his determ nation

for 1996.



3. Docket No. 3130-03

On Cctober 25, 1996, Focardi transferred 817,500 shares of
Great Bay stock into a trust (Focardi 2-year GRAT) naned
“Nina M Focardi Two Year GRAT". On the sane day, Focardi
transferred 817,500 shares of G eat Bay stock into a trust
(Focardi 4-year GRAT) naned “Nina M Focardi Four Year GRAT”.
The ternms of the instrunents establishing the Focardi 2-year GRAT
and the Focardi 4-year GRAT (collectively, Focardi GRATs) were
identical in all material regards except for the annuity term and
the percentage used to calculate the anobunt of the first annuity
payment .

On April 14, 1997 and 1998, Focardi filed a Form 709 for
1996 and 1997, respectively, reporting that her QOctober 25, 1996,
transfer was a gift for Federal gift tax purposes. On the 1996
return, Focardi calculated the value of that gift by reducing the
val ue of her transferred shares by the actuarially determ ned
value of a 2-life annuity under section 7520; i.e., the present
val ue of the annuity payable until the earlier of (1) the end of
the applicable 2- or 4-year termor (2) the deaths of both
decedent and Focardi. On the 1997 return, Focardi reported gifts
fromprior periods inclusive of the taxable gifts reported on her
Form 709 for 1996.

Respondent determ ned that Focardi’s gift tax for 1996 nust

be cal cul ated by reducing the value of Focardi’s transferred
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shares by the value of a single-life annuity; i.e., the present
val ue of the annuity payable until the earlier of (1) the end of
the applicable 2- or 4-year termor (2) the death of Focardi
Respondent al so determned a gift tax deficiency for 1997 due to
the increase in prior year gifts as a result of his determ nation
for 1996.

4. Rel evant Trust Provisions

Each of the instrunents establishing the decedent GRATs
states in relevant part as foll ows:

ARTI CLE FOUR: Irrevocabl e Provision. This
agreenent and the trust it creates are irrevocable, and
neither all nor part can be altered, anended, revoked,
or termnated prior to the time specified in this
agreenent, by ne, Trustee, or anyone else. * * *

ARTI CLE FIVE: Adm nistration of Trust Estate.
Trustee shall hold, adm nister, and distribute the
trust estate as foll ows:

A, Annuity Term During the period beginning on
the date of this agreenent and ending on the date [“2"
in the case of the decedent 2-year GRAT and “4" in the
case of the decedent 4-year CRAT] years thereafter (the
“Annuity Terni), Trustee shall pay to ne fromthe net
income, or (to the extent that net incone is
insufficient) fromthe principal, of the trust an
annuity (the “Annuity”) in an amount equal to
[ “51.2535" in the case of the decedent 2-year GRAT and
“22.9876" in the case of the decedent 4-year GRAT]
percent of the initial fair market value of the assets
contributed to the trust as finally determ ned for
federal tax purposes. The annuity will increase by
twenty percent (20% each year during the Annuity Term
* * * |f | die before the expiration of the Annuity
Term the Trustee shall pay to ny estate any part of
the Annuity that is accrued and undistributed at ny
death, based on a daily proration through the date of
my death. * * * The remaining trust assets are to be
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adm ni stered and distributed as provi ded el sewhere in
this agreenent. * * *

B. Termnation of Trust. Except as otherw se
provided in this agreenent, at the end of the Annuity
Term Trustee shall distribute the remaining net
inconme, if any, and principal of the trust not required
to be paid out in satisfaction of the final Annuity
paynment, as provided in Article Six bel ow

C. Annual Paynent, Additional Contributions, Etc.
During the Annuity Termand until the final Annuity
paynment has been nmade, the follow ng provisions wll
apply with respect to the trust estate:

1. Trustee shall distribute the Annuity in
at | east one annual paynent at the end of each taxable
year, except for the taxable year in which the Annuity
Term ends, when that paynent wll|l be made by the end of
the Annuity Term If Trustee deens it to be desirable,
Trustee may pay less than the full Annuity during any
t axabl e year, but Trustee nust pay any unpaid anbunt no
|ater than the due date for filing the trust’s incone
tax return for that taxable year, without regard to
extensions. In addition, Trustee may, in its sole and
absol ute discretion, distribute all or a portion of the
Annuity in nonthly, quarterly, sem -annual installnments
or at any other time the Trustee deens appropriate,
subject to the tine limtations of the prior sentence.

* * * * * * *

D. Qualified Annuity Interest. | intend that ny
retained annuity interest in this trust (and the
annuity interest of nmy wife[!] if she survives ne and
recei ves the Annuity under paragraph E below) be a
“qualified annuity interest” as defined in Code section
2702(b) (1) and Treasury Regul ation Section 25.2702-3(b)
and (d). Al provisions of this agreenent are to be
interpreted accordingly and any provision of this
agreenent inconsistent with that intention is to be of
no effect. |In furtherance of this intention, |
specifically enpower Trustee to anmend this trust during
the Annuity Termfor the sole purpose of conplying with
the requirenents of the foregoing Code section and
Treasury Regul ations, and any such amendnment will apply
retroactively to the inception of the trust. No power,
right, or duty under this agreenent will be effective
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or exercisable to the extent that it would cause ny
retained annuity interest (or ny wife's interest, if
any) hereunder to fail to qualify as a “qualified
annuity interest” under Code section 2702(b)(1) and
Treasury Regul ation Section 25.2702-3(b) and (d).

E. Revocabl e Contingent Spousal Annuity Trust.
If, and only if, | die before the Annuity Term ends, ny
w fe survives ne, and | have not exercised ny right to
revoke all or a portion of ny wife’'s interest under
this agreenent, then to the extent that | have not
revoked such interest, Trustee shall hold the renaining
trust assets in a marital trust for ny wife. Trustee
shall adm nister that marital trust for the lifetinme of
my wife as foll ows:

1. Trustee shall pay to ny wife, or if she
is deceased, to her estate, as an annuitant, the
remai ni ng Annuity whi ch woul d have been paid to ne if |
had survived. The anount, tinme of paynent, source of
paynment (except the provision for adding accumul at ed
income to principal), proration, and adjustnents of the
Annuity will be the sanme as the provisions for paynent
of “qualified annuity interest” (defined in paragraph D
of this Article Five) to ne if | had been |iving.
Trustee shall not make any distributions fromthe
marital trust to or for the benefit of anyone other
than my wife while ny wife is |iving.

2. During the Annuity Term the Trustee al so
shall pay fromthe date of ny death all the incone that
exceeds the Annuity to or for the benefit of ny wfe at
| east annually. After the Annuity Term Trustee shal
pay the inconme to or for the benefit of ny wife for her
l[ifetime at | east annually.

* * * * * * *

G If | Die During Trust Termand My Wfe Does Not
Receive Annuity. If, and only if, |I die before the
Annuity Term ends, and either | have revoked in whole
or in part nmy wife's interest under this agreenment or
my wi fe does not survive ne, then the trust assets
subj ect to such revocation or the remaining trust
assets in the event ny wife does not survive ne, as the
case may be, are to be distributed to or in trust for
such appointees as | shall appoint by my WIIl. In the
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absence of such an appointnent, the remaining trust
assets shall be distributed to nmy estate.

* * * * * * *

ARTICLE SIX: Utimate Distribution. Upon the
expiration of the Annuity Term all the remnaining
income and principal of this trust, if any, are to be
di vided into equal shares and distributed outright and
free of trust to ny then living children. If a child
of m ne predeceases nme, his or her share is to be
distributed to his or her estate.

The decedent GRATs state that “References to ‘ny w fe’
means [sic] NINA M FOCARDI .~

Each of the instrunents establishing the Focardi GRATs has

di spositive provisions simlar to the quoted parts of the
decedent CRATs, except that (1) the word “wife” is used in lieu
of “husband”, and the word “husband” is used in lieu of “wfe”,
(2) changes have been nmade to gender-rel ated pronouns, and

(3) Article Five B states that “Trustee shall adm nister and
distribute” in lieu of “Trustee shall distribute”.

Di scussi on

A tax is generally inposed on a taxpayer’s transfer of
property by gift. See sec. 2501(a)(1l). The anobunt of the gift
equals the fair market value of the transferred property as of
the date of the gift. See sec. 2512(a); sec. 25.2512-1, Gft Tax
Regs. Were property is transferred in trust with the donor

retaining an interest in the property,® the value of the gift

3 For purposes of sec. 2702, when a transferor retains the
right to revoke a qualified annuity interest of the transferor’s
(continued. . .)
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generally is the value of the property transferred, |less the
value of the donor’s retained interest. See sec. 25.2512-5A(e),
G ft Tax Regs.; see also sec. 25.2702-2(a)(3), Gft Tax Regs.
(the term “retai ned” neans held by the sane individual both
before and after the transfer). |If a gift intrust isto a
famly menber, however, the value of the gift is determ ned by
reference to section 2702(a)(2). See sec. 2702(a)(1l). Section
2702(a)(2)(A) provides that the value of a retained interest that
is not a qualified interest is zero (thus, the value of the gift
is the value of the entire property). Section 2702(a)(2)(B)
provi des that the value of a retained interest that is a
qualified interest is determ ned under section 7520.

Section 2702(b) defines the term“qualified interest” as:

(1) any interest which consists of the right to
receive fixed anmounts payable not |ess frequently than
annual |y,
(2) any interest which consists of the right to
recei ve anounts which are payable not |ess frequently
than annually and are a fixed percentage of the fair

mar ket val ue of the property in the trust (determ ned
annual ly), and

3(...continued)
spouse, the transferor is considered to have retained that
interest for Federal gift tax purposes. See Cook v.
Conm ssi oner, 269 F.3d 854, 858 (7th Gr. 2001), affg. 115 T.C.
15 (2000); Cook v. Conm ssioner, 115 T.C. at 24; sec.
25.2702-2(a)(5), Gft Tax Regs.; see also sec. 25.2702-2(d)(1),
Exanple (6), Gft Tax Regs. A transfer of an interest in
property with respect to which there are one or nore term
interests is treated as a transfer of an interest in a trust.
See sec. 2702(c)(1). Aterminterest is an interest for life or
for a termof years. See sec. 2702(c)(3).
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(3) any noncontingent remainder interest if all of

the other interests in the trust consist of interests

described in paragraph (1) or (2).
The regulations interpret this definition to include “a qualified
annuity interest, a qualified unitrust interest, or a qualified
remai nder interest” and state that the “Retention of a power to
revoke a qualified annuity interest (or unitrust interest) of the
transferor’s spouse is treated as the retention of a qualified
annuity interest (or unitrust interest).”* Sec. 25.2702-2(a)(5),
G ft Tax Regs. The regulations explain that a qualified annuity
interest is “an irrevocable right to receive a fixed anount * * *
payable to (or for the benefit of) the holder of the annuity
interest” for each taxable year of the termand that a qualified
unitrust interest is “an irrevocable right to receive paynent
periodically, but not less frequently than annually, of a fixed
percentage of the net fair market value of the trust assets,
determ ned annually.” Sec. 25.2702-3(b)(21)(i) and (c)(21)(i),
G ft Tax Regs. See generally sec. 25.2702-3(f), Gft Tax Regs.
(defines the term*®“qualified remainder interest”). The
regul ations also explain that in the case of a qualified annuity

interest, a fixed anount is either a set dollar anmount or a set

“ This latter statenent reflects a taxpayer-favorable rule
that was added to the regul ations without conment. The rule is
not required by either the statute or the legislative history
t hereunder. See 136 Cong. Rec. 30485, 30536-30540 (1990). See
general |y Bogdanski, “GRAT Valuation: The Ninth Crcuit Takes
its Schott”, 30 Est. Plan. 304, 306 (June 2003).
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portion (not to exceed 120 percent of the set portion payable in
the preceding year) of the initial fair market value of the
property transferred to the trust as finally determ ned for
Federal tax purposes, and that the fixed anount nust be payabl e
periodically but not less frequently than annually. See sec.
25.2702-3(b)(1)(i1), Gft Tax Regs. The regulations require that
the trust instrument: (1) “prohibit distributions fromthe trust
to or for the benefit of any person other than the hol der of the
qualified annuity or unitrust interest during the termof the
qualified interest”, sec. 25.2702-3(d)(2), Gft Tax Regs., and
(2) “fix the termof the annuity or unitrust interest * * * for
the life of the termholder, for a specified termof years, or
for the shorter (but not the |onger) of those periods”, sec.
25.2702-3(d)(3), Gft Tax Regs.

Respondent argues that the spousal interests at issue were
not qualified interests because: (1) The spousal interests were
contingent on the grantor’s failing to survive the applicable 2-
or 4-year term (in other words, the interests were not fixed and
ascertainable), and (2) the spousal interests were not payable
for the life of the termholder, for a termof years, or for the
shorter of those periods. As respondent sees it, each grantor’s
retained annuity is a qualified interest to the extent that it is
payable for a termof years or the grantor’s earlier death, but

not to the extent it continues for the surviving spouse for the
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remai nder of the termor until the surviving spouse’s earlier
deat h.

Petitioners argue that the spousal interests were qualified
interests in that they were “fixed and ascertainable interests
existing for a specified termof years, for the life of the term
hol ders, or for the shorter of the two.” Petitioners assert that

the GRATs operated in the same manner as the GRATs in Schott v.

Comm ssi oner, 319 F. 3d 1203 (9th Cr. 2003), revg. and remandi ng
T.C. Meno. 2001-110, which the Court of Appeals for the Ninth
Crcuit held were qualified interests under section 2702(b).
Petitioners stress that the Court of Appeals for the Ninth
Crcuit concluded in Schott that section 25.2702-2(d) (1),

Exanple (7), Gft Tax Regs., establishes, contrary to
respondent’s position both there and here, that a spousal

interest is not disqualified sinply because it is contingent upon

a spouse’s surviving the grantor.® Petitioners recognize that

5> Sec. 25.2702-2(d)(1), Exanple (6) and Exanple (7), G ft
Tax Regs., states:

Exanple (6). A transfers property to an
irrevocable trust, retaining the right to receive the
income for 10 years. Upon expiration of 10 years, the
i ncone of the trust is payable to A's spouse for 10
years if living. Upon expiration of the spouse’s
interest, the trust termnates and the trust corpus is
payable to A's child. A retains the right to revoke
the spouse’s interest. Because the transfer of
property to the trust is not inconplete as to al
interests in the property (i.e., A has nmade a conpl eted
gift of the remainder interest), section 2702 applies.

(continued. . .)
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this Court and the Court of Appeals for the Seventh Circuit in

Cook v. Comm ssioner, 115 T.C. 15 (2000), affd. 269 F.3d 854 (7th

Cir. 2001), held that the GRATs there, which were simlar to the
GRATs here, were not qualified interests because they were
contingent. Petitioners argue that Cook is factually

di stingui shable fromthis case and Schott in that the GRATs in
Cook, unlike the GRATs here and in Schott, involved a further
contingency that the grantor and spouse remain nmarried.

We agree with respondent that the spousal interests at issue
are not qualified interests. The spouse in no case wll ever
recei ve any paynents fromthe GRATs if the grantor survives the
applicable 2- or 4-year term because the interests by their
ternms are payable only if the grantor predeceases the spouse
during the applicable term The interests, therefore, are not

fi xed and ascertai nabl e upon the inception of the trusts, as is

5(...continued)

A's power to revoke the spouse’'s terminterest is
treated as a retained interest for purposes of section
2702. Because no interest retained by Ais a qualified
interest, the amount of the gift is the fair market

val ue of the property transferred to the trust.

Exanple (7). The facts are the sanme as in Exanple
6, except that both the terminterest retained by A and
the interest transferred to A's spouse (subject to A's
right of revocation) are qualified annuity or unitrust
interests. The anmount of the gift is the fair market
val ue of the property transferred to the trust reduced
by the value of both A's qualified interest and the
value of the qualified interest transferred to A's
spouse (subject to A's power to revoke).
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required by the regulations. The termof the spousal annuity, if
it does becone payable on account of the grantor’s death within
the 2- or 4-year term also is dependent on when the grantor dies
and, in particular, on how nuch of the termrenains at the
grantor’s death. Thus, neither the vesting nor the duration of
t he spousal interests is fixed and ascertai nabl e upon the
inception of the trusts in that both depend on the death of the
grantor within a specified period. dGven that the regul ations
require that “The governing instrunent * * * fix the termof the
annuity or unitrust interest”, sec. 25.2702-3(d)(3), Gft Tax
Regs., we believe that the termof the spousal interests nust be
fixed and ascertai nabl e upon the inception of the trusts in order

to be qualified interests, see Cook v. Conm ssioner, 115 T.C at

23-26. In contrast with petitioners’ reading of section 2702, we
do not read section 2702 or the regulations thereunder to all ow
transferors such as decedent and Focardi to reduce the value of a
remai nder interest sinply by assigning a value to a spousal
interest which may never take effect. See id.

Each spousal interest also is not a qualified interest in
that it fails the duration requirenent of section
25.2702-3(d)(3), Gft Tax Regs., that a termextend for the life
of the termholder, for a specified termof years, or for the
shorter of those periods. The instrunments establishing the GRATs

stand in marked contrast to section 25.2702-2(d)(1), Exanple (7),
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G ft Tax Regs., where the 10-year revocabl e spousal interest is
in all events payable to the spouse beginning at the end of the
grantor’s 10-year term The spousal annuity in that exanple
nmeets the duration rule of section 25.2702-3(d)(3), Gft Tax
Regs., in that the 10-year interests of both the grantor and the
spouse are upon creation of the trust fixed and ascertai nabl e.
In other words, the spousal interest in the exanple is not
contingent upon the grantor’s death before the expiration of the
initial 10-year termbut is dependent on the spouse’s survival of
that term If the spouse survives until the start of the spousal
interest, he or she will receive that interest in all events
(subject to the grantor’s retained right of revocation).

Petitioners rely primarily upon Schott v. Conm SSioner,

319 F.3d 1203 (9th Gr. 2003), to support their view that the
spousal interests at issue are qualified interests. In Schott v.

Conm ssi oner, supra at 1207, the Court of Appeals for the Ninth

Circuit held that “the Comm ssioner’s interpretation of * * *

[ section 25.2702-2(d)(1), Exanple (7), Gft Tax Regs.,] to

excl ude the contingency of the spouse’s being alive at the tine
her annuity begins is unreasonable and invalid” and that a “two-
life annuity, based on the lives of the grantor and spouse with a
l[imt of fifteen years, falls ‘within the class of easily val ued
rights’ that Congress neant to qualify.” The GRAT there provided

for fixed annuity paynents to the grantor until the earlier of
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the grantor’s death or 15 years. |If the grantor died before the
end of the 15-year termand the grantor’s spouse survived the
grantor, the annuity was to be paid to the spouse for the

remai nder of the 15-year term The grantor retained the right to
revoke the spouse’s interest.

The case of Schott v. Comm ssioner, supra, does not require

that we accept petitioners’ conclusion that the spousal interests
inissue were qualified interests. W do not believe that the
ability to easily value a spousal interest is the linchpin for a
finding that the spousal interest is a qualified interest. The

| egi sl ative history under section 2702 indicates that Congress
enact ed section 2702 intending to “curb potential valuation abuse
associated with intrafamly transfers of wealth”. Cook v.

Conmm ssi oner, 269 F.3d at 858; see also 136 Cong. Rec. at

30537-30538 (1990). The possibility of such an abuse is present
where, as here, it is not certain at the outset of the trusts

t hat paynents will ever be made under a survivorship annuity. W
understand the | awmmaker’s intent for section 2702 is to ensure
that a retained interest be fixed and ascertainable at the
creation of a trust in order to reduce the value of the gift of a

remai nder interest. See Cook v. Commi ssioner, 269 F.3d at 858.

|f, as petitioners claim gifts in trust could be reduced by the
val ue of spousal interests which are contingent and which never

take effect, the retained interests would have the potential for
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overval uation, and the gift of the remai nder would have the
potential for undervaluation. W consider such treatnent to be
contrary to the |awmker’s intent for section 2702. See id.
This Court and the Court of Appeals for the Seventh Circuit

opi ned on the subject matter at hand in Cook v. Conmm Ssioner,

supra. The Court of Appeals for the Ninth Grcuit did not

acknow edge di sagreenent with Cook but distingui shed Cook on the
ground that Cook, unlike Schott, involved an expressed
contingency that the spouses remain married at the tinme of the
grantor/spouse’s death. |In Cook, the GRATs stated that an
annuity would be paid to the grantor until the earlier of 5 years
or the grantor's death. |If the grantor survived the 5-year term
the remaining trust property would pass to a separate trust
benefiting the grantor’s son. |If the grantor died before the end
of the 5-year termand was married to the grantor’s spouse at the
tinme of death, all remaining trust property would pass to a
contingent marital annuity trust, pursuant to which the grantor’s
spouse woul d receive the annuity anount for the bal ance of the
5-year term Upon the earlier of the end of the 5-year termor
the death of the grantor's spouse, the renmaining trust assets
woul d pass to a separate trust benefiting the grantor's son. The
grantor reserved the power to revoke the successor interest of

t he spouse.
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This Court held that the spousal interests in Cook v.

Commi ssi oner, supra, were not qualified interests because, anong

ot her reasons, they were neither fixed nor ascertainable upon the
i nception of the trusts. On appeal, the Court of Appeals for the
Seventh Circuit agreed. That court noted that the spouse’s
interest mght never vest and stated that allow ng a reduction
for tax purposes of a gift made in trust for an “epheneral

interest” would invite abuse. Cook v. Commi ssioner, 269 F.3d at

858. That court concluded that the spousal interests were
contingent, and not fixed and ascertai nabl e, because the spouse
was entitled to receive the interest only if the spouse survived
the grantor, and only then, if the spouse and grantor remai ned
married. Gven the fact that marital trusts are present both
here and in Cook, and that the opinions in Schott did not nention
a marital trust there, we believe that the decision in Cook
applies here with nore vigor and force than the decision in

Schott v. Comm ssioner, 319 F.3d 1203 (9th Cr. 2003). Such is

especially so given our reading of the instrunents establishing
the GRATs at issue to reveal a strong inplicit understanding of a
marriage contingency for any paynent under the spousal

interests.®

6 W also note that sec. 25.2702-2(a)(5), Gft Tax Regs.
requires that the successor annuitant be the grantor’s spouse in
order to apply the rule that the grantor’s retention of a power
to revoke a qualified annuity interest (or unitrust interest) is

(continued. . .)
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Qur viewis further supported by the well-established
principle that the judiciary should accord substanti al deference
to the Comm ssioner’s interpretation of Treasury regul ati ons, see

Jewett v. Comm ssioner, 455 U. S. 305, 318 (1982); Ford Mdttor Co.

v. Mlhollin, 444 U. S. 555, 565-566 (1980); Blessitt v. Ret. Plan

for Enployees of Dixie Engine Co., 848 F.2d 1164, 1167-1168 (11th

Cr. 1988) (en banc); see also Anderson Bros. Ford v. Valencia,

452 U. S. 205, 219 (1981) (“absent sone obvious repugnance to the
statute, the * * * [agency’ s] regulation inplenenting this

| egi slation should be accepted by the courts, as should the * * *
[agency’s] interpretation of its own regulation”),’” and the fact
that the Treasury Departnment has recently anended its regul ations
on this subject to clarify the rules applicable to revocabl e
spousal interests and to clarify its view that section 2702 was

enacted to overcone both (1) a problem concerning an uncertainty

5(...continued)
the retention of a qualified annuity interest (or unitrust
interest). Thus, absent an explicit marriage contingency in this
case, such a contingency is inplicit. See generally Kozusko,
“Commentary on Schott v. Conm ssioner”, 28 Tax Mgnt. Est., Gfts
& Tr. J. 165, 166 (2003).

" Of course, as we have just recently noted, deference is
not required to the extent that the regulation is inconpatible
with the plain neaning of the text of the statute that it
purports to construe. See Swallows Holding, Ltd. v.

Commi ssioner, 126 T.C. __ (2006); see also Natl. Muffler Dealers
Association v. United States, 440 U. S. 472, 477 (1979)
(interpretative Federal tax regulation is reasonable only if it
“harnoni zes with the plain | anguage of the statute, its origin,
and its purpose”).
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in valuation and (2) an inaccuracy in valuation caused by an
uncertainty that a survivorship interest wll never be paid. See
T.D. 9181, 70 Fed. Reg. 9222 (Feb. 25, 2005). As to the
requi renent of substantial deference, such a requirenent would
appear to be at its strongest here, where the regulation in
question (i.e., the rule that allows a retention of a right to
revoke not to be considered a retention for purposes of section
2702) does not appear in the statute or inits legislative
history, but is a creation of the Treasury Departnent. As to the
recent anmendnents to the regul ations, those regul ations state
specifically that revocabl e spousal interests such as those here
are not qualified interests.® They also include provisions that
(1) define the word “holder” to nean the person to whomthe
qualified interest is payable during the term see current sec.
25.2702-2(a)(5), Gft Tax Regs.; (2) require that a spousa
interest subject to a revocation power independently neet the
regul atory requirenents for a qualified interest, but for the
transferor's power to revoke, see current sec. 25.2702-2(a)(6),

G ft Tax Regs.; and (3) state that a qualified interest may only
be contingent on the survival of the hol der, see current sec.
25.2702-3(d)(2), Gft Tax Regs. The anendnents also add to the

regul ations a new exanple that illustrates a revocabl e spousal

8 As nentioned supra note 2, those anendnents are not
applicable here in that they apply to trusts created on or after
July 26, 2004.
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interest that is a qualified interest. See current section
25.2702-3(e), Exanple (8), Gft Tax Regs. This new exanple is
consistent wth section 25.2702-2(d)(1), Exanple (7), Gft Tax
Regs., on which respondent relies here. A second exanple added
to the regulations; i.e., current section 25.2702-3(e), Exanple
(9), Gft Tax Regs., further illustrates that revocabl e spousa

interests such as those here are not qualified interests. New

Exanple (9) states:

Exanmple 9. (i) A transfers property to an
irrevocable trust, retaining the right to receive 6
percent of the initial net fair market value of the
trust property for 10 years, or until A s prior death.
If A survives the 10-year term the trust term nates
and the trust corpus is payable to A's child. If A
dies prior to the expiration of the 10-year term the
annuity is payable to B, A s spouse, if then living,
for the bal ance of the 10-year term or until B's prior
death. A retains the right to revoke B's interest.
Upon expiration of B's interest (or upon A's death if A
revokes B's interest or if B predeceases A), the trust
termnates and the trust corpus is payable to A's
child. As is the case in Exanple 8, A s retained
annuity interest (A's right to receive the annuity for
10 years, or until A" s prior death) is a qualified
annuity interest under paragraphs (b) and (d) of this
section. However, B s interest does not neet the
requi renents of paragraph (d) of this section. The
termof B's annuity is not fixed and ascertai nabl e at
the creation of the trust, because it is not payable
for the life of B, a specified termof years, or for
the shorter of those periods. Rather, B's annuity is
payabl e for an unspecified period that will depend upon
t he nunber of years left in the original termafter A's
death. Further, B's annuity is payable only if A dies
prior to the expiration of the 10-year term Thus,
paynment of B's annuity is not dependent solely on B's
survival, but rather is dependent on A's failure to
survive.
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(1i) Accordingly, the amount of the gift is the

fair market value of the property transferred to the

trust reduced by the value of A's qualified interest

(A's right to receive the stated annuity for 10 years

or until A's prior death). B's interest is not a

qualified interest and is thus valued at zero under

section 2702.

Petitioners argue alternatively that this Court, if we
conclude that the spousal interests in the GRATs are not
qualified interests, nust disregard those interests in that the
instrunments establishing the GRATs state as nuch. Petitioners
point the Court to Article Five D, which states that “No power,
right, or duty under the agreenent will be effective or
exercisable to the extent that it would cause ny retained annuity
interest (or my wife's [husband’s] interest, if any) hereunder to
fail to qualify as a ‘qualified annuity interest’ under |I.R C
8§ 2702(b)(1)”. Petitioners assert that the quoted text operates
to invalidate the spousal interests in that those interests are
not qualified interests. Petitioners conclude that each GRAT is
now sinply a GRAT for a set termof either 2 or 4 years, as the
case may be, and should be treated as such.

We reject petitioners’ alternative argunent. W do not
believe that petitioners are entitled at this tinme to treat each
GRAT in issue as one of a set termof years sinply because the
GRATs state that our determ nation that the spousal interests are

not qualified interests essentially neans that the spousal gift

is revoked. Such a “savings clause” is ineffective for Federal



- 24-
transfer tax purposes, and we give it no respect. See

Conm ssioner v. Procter, 142 F.2d 824 (4th Gr. 1944); \Ward v.

Commi ssioner, 87 T.C. 78 (1986); Harwood v. Conmm ssioner, 82 T.C.

239 (1984), affd. w thout published opinion 786 F.2d 1174 (9th
Cir. 1986). See generally Rev. Rul. 65-144, 1965-1 C B. 442.

We hold for respondent. W have considered all argunments by
petitioners for a contrary holding and find those argunments not
di scussed herein to be without nerit. To reflect the

arbitrator’s valuation of the Geat Bay stock,

Decisions will be entered

under Rul e 155.




